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RESTATEMENT OF THE CODE
OF PROFESSIONAL ETHICS

by John E. Kolesar
Partner, Pittsburgh Office
Presented before the
Pittsburgh Chapter,
Pennsylvania Institute of
Certified Public Accountants—
November 1972

It is a well-established fact that knowledgeable and responsible critics, both
within and without our profession, are seriously questioning the profession's
independence and its ability to sustain effective self-discipline. We frequently
hear such statements as "Unless the profession manages to discipline its
members, some outside body will." In some states, consumer representatives
are already sitting on State Boards of Accountancy. In Harrisburg today the
matter is being seriously considered by our State Department of Professional
Licensure.
Questions are frequently raised as to what the profession is doing about
the many well-publicized liability suits where it is alleged that the auditors
were deficient in the performance of their work. Until recently considerable
criticism has been focused on the inadequacies of accounting principles to
prevent misleading accounting and reporting practices.
Currently, however, there is a growing concern on the part of critics that
the more important and fundamental problem is one of inadequate
performance of the attest function. They imply that one or more of the
following conditions exist:

1. The profession is not maintaining an acceptable level of independence.
2. The profession's adherence to generally accepted auditing procedures and
reporting standards is deficient.
3. Generally accepted auditing procedures are not wholly adequate.

The inadequacies of generally accepted accounting principles and auditing
standards may not be a direct concern of the AICPA Division of Professional
Ethics, but maintaining independence and adherence to these principles and
standards falls squarely within the concern of that Division.
Recognizing the need to make our Code of Professional Ethics and our
disciplinary procedures more creditable to the general public, the AICPA
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Division of Professional Ethics has two very important projects underway,
which every CPA should be aware of and take a vital interest in:
The first project is the Restated Code, which is in final form and which
was submitted for approval by mail ballot on November 15, 1972 to the
AICPA membership.
I'd like to return to the Restated Code in some detail tonight, after I
explain the second project the Division of Professional Ethics just introduced
at the State Society Planning Meeting in St. Louis on November 14, 1972.
This second major project is a proposal for improving the profession's
enforcement procedures. The objectives of the enforcement proposal will be
twofold:
1

1. To eliminate duplication of jurisdictions and trial procedures of state
societies and the AICPA.
2. To design machinery whereby the profession will take the initiative in
effectively bringing appropriate matters before the state boards of
accountancy.
Today a CPA is exposed to triple jeopardy in any serious violation of the
Code of Ethics, in that he can be investigated, tried and punished separately
by the AICPA, the state society and the local state board of accountancy.
WHAT THE AICPA PROPOSES
The AICPA Division of Professional Ethics is proposing that a single
combined trial board be established to function in behalf of both the AICPA
and the state societies. Also, it is proposed that the functions of the ethics
committees of the state societies and the AICPA Ethics Division be integrated
into a single coordinated effort without changing their present existence.
A joint trial board would be created, consisting of 21 members elected by
the AICPA Council from its present or former members in practice and 50 or
more members in practice elected, one or more each, by the boards of
directors of the state societies. Terms would be staggered from three to five
years.
Sub-trial boards, consisting of five members, would be appointed to hear
cases. One member would be from the state of the respondent, two members
from appointees of neighboring states, and two from the AICPA appointees.
1

In January 1973 the final results of balloting showed a 93% favorable response from
those voting.
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A n appeals board, consisting of ten members, would be appointed to hear
appeals from decisions of sub-boards.
Trial boards would be required to make the following decisions:
1. A finding of guilty or innocent under the ethical rules of the respondent's
professional society.
2. In each case of a finding of guilt, set the penalty.
3. In the event of a finding of guilty in aggravated cases, determine whether
to file a complaint regarding the infraction with the appropriate state board
of accountancy.
Under the new proposal:
Rules and interpretations thereof would be handled exclusively by the AICPA
Ethics Division.
Both the Ethics Division and state societies could initiate complaints against
members.
A l l complaints for investigation would be referred to state societies, with the
exception that complaints stemming from liability suits involving alleged
violations of technical standards would be investigated by the Ethics Division.

This proposal contemplates not only the elimination of considerable
duplication of effort between the AICPA and state societies' ethics
committees, but also a more aggressive disciplinary action by state societies
and by state boards of accountancy resulting from direct support by the
profession through case preparation and prosecution.
The AICPA Ethics Division is planning a full exposure of the proposal to
the state society committees on ethics in December, asking for responses
from the state committees in the spring. The proposals will get considerable
exposure and study during the next six months.
To implement the proposal, certain by-law changes must be made to
establish the necessary flexibility in the AICPA trial board. Also, the
agreements with the respective state societies must be worked out to
implement the joint trial board procedures. Assuming proper approvals are
obtained and the AICPA by-laws are amended, it will be the summer of 1973
before the plan can begin to be implemented.
Let's get back to the main subject of tonight's meeting—the Restated
AICPA Code.
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Public criticism may have been the principal motivating force in the
Institute's proposed integrated disciplinary approach, but the Restatement of
the Code of Professional Ethics was updated to meet the compelling changes
of our times. The last restatement of the Code was completed in 1962. Since
then, the need for a restatement of the technical standards, the demise of the
rule on competitive bidding, growing public expectations of competence,
integrity and objectivity, have all added to the need for a complete
restatement of the Code at this time.

SOME OF THE B A C K G R O U N D
The need for a complete overhaul of the Code of Ethics was recognized in
October 1967 by the AICPA ethics committee. The following year a special
code restatement committee was appointed to carry on the project to its
completion. In the early stages the committee studied the codes of ethics of:
The state CPA societies and state boards of accountancy.
The organized accounting professions in all major countries in the world,
including particularly Canada, Great Britain, Australia and Japan.
A wide variety of professional and business organizations in the United States
with particular attention to the medical profession and to the American Bar
Association, which was then nearing the completion of a five-year project to
restate its canons.
Having made this review, it was then decided that in addition to the
specific ethical rules, a set of broad principles should be developed to describe
in a positive vein, the high level of conduct toward which CPAs should aspire.
John Carey was enlisted to write the initial drafts of the essays, which are
named the Concepts of Professional Ethics, and outline the intended spirit
that underlies the Rules of Conduct.
In September 1970, copies of the first exposure draft were sent to Council
members. AICPA Institute committees, state societies, state boards, governmental agencies and others thought to have an interest in the project, such as
the Financial Executives Institute. During the months that followed, a great
volume of comments and recommendations was received from all interested
parties. The committee then proceeded with a complete revision and by June
1971 issued a second exposure draft. The response to the second exposure
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was again large. The committee again sifted through the comments and made
the necessary revisions. The final draft was mailed to all members of the
AICPA in February of this year. The response again was heavy. The final
changes are now reflected in the November 15, 1972 referendum, which you
should have received in the mail last week.
To become effective, the proposed Rules of Conduct must be approved by
two-thirds of the members voting. The other parts of the Restated Code, such
as the Concepts of Professional Ethics and Interpretations of Rules of
Conduct do not require membership approval. Appendix A , Generally
Accepted Auditing Standards, was adopted by the membership in 1943 and
1949. Appendix B, dealing with professional corporations, was approved at
the spring meeting of Council on May 6, 1969.
1 assume everyone has read and studied the new Rules of Conduct, so I
don't propose a detailed examination of all the changes. Many of the old rules
have been carried over with only slight language changes. Several of the
numbered opinions of the AICPA Division of Professional Ethics have been
written into the Code.
RULES 202 AND 203—IMPORTANT FEATURES
OF THE RESTATEMENT
Perhaps the single most important aspect of the new Code is the inclusion
of Rules 202 and 203 providing for specific enforceability of generally
accepted auditing standards and pronouncements on accounting principles.
These two rules have been substituted for the present Rules 2.01 to 2.03,
because the present rules do not make any mention of generally accepted
auditing standards or the APB opinions. Under the new rule, Statements on
Auditing Procedure issued by the Institute's Committee on Auditing
Procedure are, for the purposes of the rule, considered to be interpretations
of the generally accepted auditing standards, and departures from such
statements must be justified by those who do not follow them.
Rule 203 would prohibit a member from expressing his opinion that
financial statements are presented in conformity with generally accepted
accounting principles if such statements depart in a material respect from an
accounting principle established by the body authorized by Council to
promulgate such principles, unless he can demonstrate that due to unusual
circumstances application of the principle would result in misleading
statements. The original exposure of this rule dealt with "departures from an
Opinion of the Accounting Principles Board." The new wording, "an
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accounting principle established by the body authorized by Council to
promulgate such principles," was just added to recognize the anticipated
pronouncements of the new Financial Accounting Standards Board.
Considerable debate has resulted over the years pertaining to the subject of
adherence to technical standards set by small groups. Some argue that
adherence to technical standards is not a matter of ethics and should not be
dealt with in a code of ethics. This view confuses the concept of professional
ethics with that of morality. For example, there is nothing immoral about
advertising or solicitation or lack of independence. Experience has taught us,
however, that of practical necessity Rules of Conduct, rooted in public
interest, must contain rules applicable to such matters, including adherence to
recognized technical standards, if we are to enjoy professional status.
The ultimate question is whether a member should be disciplined i f he fails
to adhere to technical standards of the profession. I guess the answer
depends largely on the degree of the violation. Members are not expected to
be infallible, but neither should they go undisciplined where they flagrantly
ignore generally recognized standards and the result is damage to the public
interest. The code restatement committee believes that Rules 202 and 203
offer a reasonable response to the need for assurance to the public that we
intend to enforce our standards. Even though both rules provide for
adherence to standards, they also provide for the continuing exercise of
judgment by including allowances for departures where required by special
circumstances. No matter how narrow or cookbookish the profession's
standards may become, the application of judgment will always be required in
the application of the standards to each set of circumstances. I do not feel
that professional judgment will die if we adopt Rules 202 and 203. I'm
certain judgment will flourish as abundantly as ever.

ELIMINATION OF RULE 3.03
The second major issue posed by the Restated Code is the elimination of
Rule 3.03 prohibiting competitive bidding. This has been a hotly debated
issue for some time and will continue to be a subject of debate for years to
come, because rules prohibiting competitive bidding are still part of the codes
of ethics of most state societies. I understand that a rule against competitive
bidding is contained in the CPA laws of Texas and Florida, where it is very
actively enforced. Our PICPA Code has a rule against competitive bidding,
but as a practical matter our committee on professional ethics has never been
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asked to act on a single complaint under this rule. Because of the opinions of
counsel in connection with the AICPA antitrust action, I seriously doubt that
the PICPA would enforce the competitive bidding rule if a complaint did
materialize in Pennsylvania.
As most of you know, on June 1, 1972 a civil suit was filed by the U . S.
Department of Justice against the American Institute of Certified Public
Accountants challenging old Rule 3.03 prohibiting competitive bidding. In
entering into a consent decree in settlement of the suit, the Institute did not
concede the validity of the government's complaint. The original rule adopted
ten years ago was based on the conviction, shared by most professional
organizations, that the procurement of professional services by competitive
bidding, or any other method involving inadequate consideration of qualifications in addition to price, is not in the best interest of the public. The
Institute is convinced that those who rely upon an accountant's work will be
better served i f his selection—like the selection of a doctor, lawyer or other
professional—is largely based on his professional attainments. In any event,
old Rule 3.03 is null and void and the Institute has been enjoined by the
United States District Court for the District of Columbia from adopting a
similar rule in the future.
The Institute's action with regard to the consent decree was by no means a
hasty action. When informed in 1966 that the anti-bidding rule was likely to
be construed by the Department of Justice as a restraint of trade, the AICPA
board of directors announced that the rule would not be enforced. To retain
Rule 3.03 the Institute would have had to wage a fight in the face of
extremely long odds.
Personally, I can't see the demise of Rule 3.03 as any impending disaster.
For instance, it should be pointed out from Interpretation 502-14 that
"otherwise unethical conduct (e.g., advertising, solicitation, and substandard
work) is subject to disciplinary sanctions regardless of whether or not such
unethical conduct is preceded by, associated with, or followed by a
submission of price quotations for accounting services." Also, forces of the
market place will continue to be the most effective safeguard against
unrestrained fee cutting. The practitioner who engages in low-ball bidding and
cuts corners in performing his engagements does so at his own economic peril.
He cannot use such tactics for long before disaster overtakes him.
OTHER ASPECTS OF THE NEW PROPOSAL
Several other changes have occurred in the new Code which are important
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to the CPA, but which have not been so charged with emotion as the debates
on technical standards and competitive bidding.
The new Code has a section devoted to definitions, which will help in
clarifying the rules and interpretations. The definition of financial statements
is very important. The words "or forecasts thereof originally included in the
definition of financial statements were dropped in the final version because
of the uncertainty as to which of the generally accepted auditing standards
would apply to forecasts under Rule 202, in the event of the issuance of a
Statement on Auditing Procedure dealing with forecasts.
A definition of the practice of public accounting is new and is the
"holding out to be a CPA or public accountant and at the same time
performing for a client one or more types of services rendered by public
accountants." Also new is the statement that "a member not engaged in the
practice of public accounting must observe only Rules 102 and 501 since all
other Rules of Conduct relate solely to the practice of public accounting."
Rule 501 is the old rule prohibiting acts discreditable to the profession. Rule
102 is a new rule dealing with integrity and objectivity. It says that:
A member shall not knowingly misrepresent facts, and when engaged in the practice
of public accounting, including the rendering of tax and management advisory
services, shall not subordinate his judgment to others.

Rule 302 dealing with contingent fees has been rewritten without
significant change except for the addition of the sentence:
A member's fees may vary depending, for example, on the complexity of the services
rendered.

Rule 401 on encroachment contains a very important addition which is
intended to discourage the practice of certain clients shopping around for
favorable interpretations of accounting and auditing matters. The addition
reads as follows:
If an audit client of another independent public accountant requests a member to
provide professional advice on accounting and auditing matters in connection with an
expression of opinion on financial statements, the member must first consult with
the other accountant to ascertain that the member is aware of all the available
relevant facts.

Rule 402 broadens the present rule on offers of employment to require
notice to a public accountant of offers of employment to his employee made
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on behalf of a client. Rule 503 prohibits payment of a commission to anyone
to obtain a client or receipt of a commission from anyone for referral to a
client of products or services of others. Present rules permit such payments
where other practitioners are involved.
Time does not permit me to review the changes of lesser significance, but
if there is any change in the Rules of Conduct you have a particular question
about, I shall try to answer it during the discussion period. If I can't
satisfactorily answer your question tonight, I'll be glad to look into it for you
and get back to you as quickly as I can.

CONCLUSION
In conclusion, we are faced with the consideration of adopting the
proposed new Code. In doing so, I urge you to step back and take a good
hard look at our profession in today's business environment and the growing
public expectations of us as professionals. Our old rules and particularly our
old technical standards are just not good enough anymore. To continue to
enjoy a high public acceptance as independent attestors, we must embrace
higher standards of professional conduct now.
A two-thirds majority of the members voting is required to approve the
proposed Rules of Conduct. This is not a life or death matter for the
profession, but failure to approve the proposed Code would do far greater
harm to the profession than the likely effects of any of the individual changes
to which you may be opposed.
I therefore urge you to vote Y E S for the adoption of the new AICPA
Rules of Conduct.
•

